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INTERNATIONAL GOLD PROBLEM 
By Joun T. Manppen, C. P. A., Dean, School of Commerce, 
Accounts and Finance, New York University ; President, 
Alexander Hamilton Institute; Director, Institute of 
International Finance 


T THE PRESENT time, when the world is suffering 
A from a business depression unprecedented in the history 
of the past fifty years, the gold problem has assumed an im- 
portance unknown in former years. This enhanced import- 
ance of gold arises out of the fact that a number of economists 
and bankers attribute the present depression to undercon- 
sumption which, in turn, they say is caused by the decrease in 
the production of gold and to the uneven distribution of gold. 
These authorities point out that. since gold is the basis for 
credit and currency, any decrease in the production of gold 
or any failure in the production of gold to keep pace with 
the increased demand for credit, results in declining prices 
and business depression. They further argue that since gold 
is badly distributed at the present time and is sterilized to 
a considerable extent in a number of countries, particularly 
in the United States and in France, the shortage of gold is 
primarily responsible for the decrease in the purchasing power 
and is one of the principal causes of the present business 
depression. 

A careful analysis of the present gold situation reveals 
that the production of gold has kept pace both with the 
increase in business activity and with the increase in the 


3 

















BULLETIN JANUARY, 1931 











demand for credit. The annual production of gold for the 
past few years has exceeded four hundred million dollars of 
which more than one-half has been made available for mone- 
tary uses. The balance was used either for the arts and in- 
dustry and was hoarded, notably in India, Egypt and China. 


The relationship between gold and business is three-fold. 
First, gold is used as a medium of exchange. Gold performs 
this function only so long as it is in circulation. At the 
present time, however, gold is not universally used as a me- 
dium of circulation and a number of central banks are pro- 
hibited by statute from redeeming their currencies in gold. 
This plan is called the gold bullion standard and has been 
adopted in a large number of countries. 


The second use for gold for monetary purposes is as re- 
serve against notes in circulation. At the present time all 
central banks are required by statute to maintain a certain 
amount of gold against their notes in circulation. In this 
connection, it should be noted, however, that the statutes 
of a number of central banks permit them to maintain foreign 
bills of exchange or deposits kept in countries on the gold 
standard as part of their “metallic reserves.” Through this 
mechanism, a great economy of gold can be effected. Thus, 
to mention only one example, on a basis of $45,000 held by the 
Federal Reserve Bank in New York, the Austrian National 
Bank which operates on the gold exchange standard can 
theoretically issue three million dollars of notes. 


The third demand for gold for monetary purposes arises 
out of the fact that the central banks, with few exceptions, 
are required by law to maintain a reserve of gold against 
their own demand deposits. Since, however, the deposits 
of the individual central banks represent the legal cash of the 
commercial banks, the amount of gold needed by the central 
banks for this purpose is, comparatively speaking, small. 
Hence, one may conclude that at the present time there is no 
shortage of gold. This opinion is also supported by the fol- 
lowing table which shows the gold holdings of the leading 
central banks at the end of 1913 as compared with post-war 
years. 
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Gold Holdings of Central Banks and Governments 


1913-1930 
END oF ToTAaL UNITED 
YEAR (45 countries) STATES ARGENTINE ENGLAND FRANCE 


(In thousands of dollars, converted at par of exchange) 
1913 4,932,445 1,290,420 256,126 170,245 678,858 
1925 8,925,922 3,985,399 450,592 703,482 710,968 
1927 9,546,363 3,977,181 529,134 741,698 954,000 
1929 10,290,638 3,900,160 433,932 710,645 1,633,402 
1930 10,867,000 4,184,000 429,000 782,000 1,992,000 
(Oct. ) ; : 


Enp oF 
YEAR GERMANY ITALY — JAPAN SPaIn SWITZERLAND 


(In thousands of dollars, converted at par of exchange) 
1913 =. 278,687 265,476 64,963 92,627 32,801 
1925 287,763 218,825 575,768 489,630 90,140 
1927 = 444,158 239,177 541,870 502,484 99,785 
1929 543,838 273,001 542,475 495,227 114,832 
1930 519,000 278,000 414,000 478,000 128,000 
(Oct. ) 
From the above table one may see that the gold holdings 
of all the more important central banks are by far larger 
than before the war. This being the case, the question may 
be asked, “Why, then, this hue and cry about the gold 
problem ?” 

The present gold problem arises not out of a shortage of 
gold but because of the uneven distribution of gold and 
because the capital-rich countries, notably the United States 
and France, are continuously drawing gold from countries 
where the yellow metal is needed more. For example, the 
United States and France combined hold 57% of the total 
world’s monetary stock of gold, and in spite of the fact that 
the gold holdings of these two countries combined are more 
than three times as large as before the war, France and the 
United States still continue to draw gold from South America, 
England, Germany and the Far East. Since gold is used as 
a basis of credit, a decrease in the amount of gold held by 
countries where the gold stock is limited, immediately results 
in a curtailment of credit and in a decrease of purchasing 
power. If the United States and France would make use 
of these credits, the drawing of gold from one country by 
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another would be without effect. Since, however, the monetary 
stock of gold accumulated by France and the United States 
remains to a considerable extent unused, this means that so 
much potential purchasing power is idle. 


To state merely that France and the United States 
together have a surplus of gold of at least one billion dollars 
does not state the problem correctly, because on the basis of 
this amount of goid, the notes in circulation throughout the 
world can be increased by about three billion dollars and the 
volume of credit extended by commercial banks can be in- 
creased by at least twenty billion dollars. The fact that a 
potential purchasing power of such magnitude is not used is 
one of the reasons for the present depression in trade and 
industry and for the sharp decline in prices, although it 
should be noted that the decrease in the price level has been 
caused primarily by other factors and the sterilization of goid 
is merely a contributing factor. 


The reason for maldistribution of gold in the present time 
is twofold. First, the maladjustment of the balance of pay- 
ments and secondly, the sharp decrease in the international 
movement of long-term capital. As long as the international 
accounts of a nation balance, that country is not in danger 
of losing its gold, for, the demand for foreign exchange is 
equal to the supply. The balancing of international accounts 
can be accomplished either through the movement of trade 
and services or the movement of capital. That is, countries 
whose receipts from abroad are smaller than their payments 
to foreign countries, balance their accounts through long- 
term or short-term borrowing. This, for example, took place 
in Germany after the establishment of the Dawes Plan when 
the investments by foreigners counterbalanced the excess of 
imports over exports and the excess of payment of principal 
and interest to foreigners over corresponding receipts. At 
the present time, however, due to the political uncertainty 
prevailing throughout the world, the movement of long-term 
capital has practically stopped and securities of foreign na- 
tions quoted in London and New York have shown a substan- 
tial depreciation. 
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While this condition lasts, some of the countries which 
have large indebtedness abroad, such as the South American 
countries and Germany, can meet their obligations only 
through the exportation of gold which, in turn, decreases their 
purchasing power and works toward business depression. 
With the restoration of political confidence in the various 
countries, the international movement of capital will be re- 
sumed and this, in turn, will have a beneficial effect on the 
redistribution of gold. As long as the present political un- 
certainty exists, the gold problem is bound to play an im- 
portant role in world economics and the maldistribution of 
gold will continue to be an important factor in the world- 
wide business depression. 
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NEXT SEASON’S MERCHANDISE 


By Harvey E. Wuitney, Chairman of the Committee on 
Co-operation with Public Accountants of The 
Robert Morris Associates 


OR MANY years it has been the custom in several lines 
of industry to eliminate from the balance sheet on state- 
ment date, merchandise on hand but unpaid for, purchased 
and intended for next season’s business. This custom has been 
particularly prevalent among shoe manufacturers and dry 
goods jobbers. Before credit men were sufficiently familiar 
with the practices in these industries to require information 
about such merchandise holdings, the complete facts were 
not always revealed. Now that the custom of handling new 
season’s merchandise has become so well understood, credit 
men have required full particulars, and the information is 
furnished in some instances in a foot-note. Title to such mer- 
chandise unquestionably rests with the purchaser of the 
goods who has them in his possession, and who is, or at least 
should be, paying insurance on them. On the sellers’ balance 
sheet they appear as accounts receivable. A company’s object 
in having the figures made up in this way is to have the bal- 
ance sheet show a smaller debt and a better current ratio, and 
to attain this end they overlook the fact that it tends to make 
the credit man feel that his customer is attempting to influence 
his opinion by an unduly favorable arrangement of the finan- 
cial facts. If the merchandise and the liability therefor, were 
included among the assets and liabilities, it would create 
greater confidence. 

A practice in which the principle is somewhat similar to 
the above is found in the textile industry. Mills frequently buy 
machinery from the manufacturer, giving notes in payment 
running over a period of years. The manufacturer retains a 
lien on the machinery but it is installed in the mill, is in active 
use, and to all intents and purposes is the mill’s property. 
The mill frequently, however, does not include in its balance 
sheet either the machinery as an asset or the offsetting liabil- 
ity for notes payable, but reports them in a foot-note. The 
pledged machinery and the secured liability unquestionably 
belong in the balance sheet. Omission of so including them 
creates the same unfavorable impression as in the case of the 
next season’s merchandise of the shoe manufacturer or dry 
goods jobber. 

Now the question is how can the desired result best be 
brought about? Our suggestion would be to have the ac- 
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countant or the bank or maybe both, show the owners of 
the business how their balance sheet looks as it is set up on 
the bank’s comparative statement form where the item is 
included on both sides. As it is now, the borrower brings 
the statement to his bank and has a very distinct impression 
that it is a good showing, properly proportioned, etc., whereas 
the bank analysis indicates an entirely different picture. There 
must be one right way of showing such an item and this we 
believe to be the method just indicated ; therefore, the account- 
ants and the banks should work toward the goal of showing 
the situation uniformly and in the right way. 
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SECURITY LOSSES AND THE INCOME TAX LAW 
By Wa TER A. M. Cooper, C. P. A., 


of Barrow, Wade, Guthrie & Co.; Chairman of Committee on 
Federal Taxation of The New York State Society 
of Certified Public Accountants 


T THIS time of the year, accountants are usually asked 
many questions relating to the deduction, on income tax 
returns, of losses on the sale of securities. This year, as the 
result of the general decline in security prices, such inquiries 
may be more numerous. A short resumé of pertinent provi- 
sions of our Federal Income Tax Law and rulings or decisions 
relating thereto may therefore be helpful. 


These questions seem to relate generally to three phases of 
the subject, namely: 


1. The deduction of such losses from income received or 
accrued during the year from any and all other sources. 


2. Losses on so-called ““Wash Sales”. 


3. The carry forward under the Net Loss provisions of net 
losses resulting from sales of securities. 


This article must necessarily be too short for an exhaustive 
discussion of the entire subject and it is not so intended. Its 
purpose is to deal only with questions of a general nature. 


The Deduction of Security Losses 


Section 23 of the Revenue Act of 1928 permits the deduc- 
tion of a loss sustained on a transaction entered into for profit. 
Under that section (subject to the “Wash Sales” provisions 
hereinafter discussed) a joss sustained on the sale of securities 
would normally be deductible as the purchase of a security 
in the first instance generally indicates that the purchaser 
enters into the venture to make a profit in the form of interest, 
dividends or appreciation in value and resale at a higher price. 


It is not necessary that the taxpayer make a business of 
investing or trading in securities. The loss is deductible from 
any income earned or received in any other manner, no matter 
how infrequent such security transactions may be. The losses, 
however, must be established by what is generally termed a 
closed transaction. The mere decline in value of a security 
does not result in a deductible loss (except as to dealers on a 
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cost or market inventory basis) until the loss is established 
by an actual sale or taxable exchange. The one limitation on 
the deduction of security losses is the “Wash Sales” section 
next considered. 


Losses on “Wash Sales” 


In order to prevent the deduction of security losses when 
the taxpayer repurchases the same securities, there was in- 
cluded in the 1928 Revenue Act, Section 118 which provides: 


“Loss on Sale of Stock or Securities—In the case of any loss 
claimed to have been sustained in any sale or other disposition of 
shares of stock or securities where it appears that within thirty days 
before or after the date of such sale or other disposition the taxpayer 
has acquired (otherwise than by bequest or inheritance) or has 
entered into a contract or option to acquire substantially identical 
property, and the property so acquired is held by the taxpayer for 
any period after such sale or other disposition, no deduction for the 
loss shall be allowed under section 23(e)(2) of this title; nor shall 
such deduction be allowed under section 23(f) unless the claim is 
made by a corporation, a dealer in stocks or securities, and with 
respect to a transaction made in the ordinary course of its business. 
If such acquisition or the contract or option to acquire is to the 
extent of part only of substantially identical property, then only a 
proportionate part of the loss shall be disallowed.” 


If the loss results from a “Wash Sale” as defined above, the 
loss is not deductible. The important points to note are: 


1. This provision applies not only to a direct repurchase 
of the security but also to the purchase of options, calls, 
and contracting to purchase at some future date which 
is more than thirty days hence. Sales with a repur- 
chase agreement are “Wash Sales.” 


2. It applies to repurchases thirty days before and after the 
date of sale. Thus a sixty day period is really estab- 
lished as the “Wash Sale” period. 


3. It applies only to repurchases of substantially the same 
security. Thus the sale of one automobile company 
stock does not become a “wash sale” because the stock 
of another automobile company is purchased; common 
stock may be sold and preferred stock in the same com- 
pany may be purchased; a bond may be sold and a 
bond of another issue (differing as to rate, maturity, 
preference or security) of the same company may be 
purchased. 


4. It applies if the repurchase is made in another taxable 
year as long as it is within thirty days of the sale. 


11 




















BULLETIN JANUARY, 1931 











5. It does not apply to a taxpayer who makes a business of 
dealing or trading in securities. Many business men, 
corporation officers, or salaried employees trade in se- 
curities in sufficient volume and frequency to be so 
classified. 


6. It applies only to a repurchase by the same taxpayer. 
Thus a husband may sell and the wife repurchase (pro- 
vided a Joint Return is not filed); an individual may 
sell and a corporation he owns may repurchase, or one 
corporation may sell and another owned by the same 
interests may repurchase (provided a Consolidated Re- 
turn is not filed). 


It applies only when the repurchased stock is held for any 
period after the sale on which the loss is sustained. Thus 
a taxpayer who is short a stock may cover the short 
sale and go long the same stock, sell the long stock 
later (within thirty days) at a loss and the loss would 
be deductible although within thirty days before the 
sale of the long stock the same stock was purchased. 
That stock was used to cover the previous short sale 
and was not, therefore, held for any period after the 
sale of the long stock. 


~ 


8. It does not apply to sales of securities which are, within 
thirty days, reacquired by bequest or inheritance. 


The Carry-Forward Of Net Losses 


Many taxpayers sustained, during either 1929 or 1930, 
losses, On security sales, in excess of other income with the 
result that their tax returns show a net loss. Accountants 
may therefore have occasion to determine whether or not 
such net losses may be carried forward to the next or next 
two succeeding years. 

The statutory net loss which may be carried forward under 
Section 117 of the Revenue Act of 1928 is not necessarily the 
amount of the net loss which may be shown on the income 
tax return. The statutory method of computing the amount 
of the loss is specifically set forth in Section 117 which should 
be carefully followed. 

With respect to the net loss of an individual it will be 
noted that the deduction of losses, expenses or other deduc- 
tions not attributable to the operation of a trade or business 
regularly carried on by the taxpayer is limited to the income 
included from sources not derived from a regular trade or 
business. The effect of this provision on security losses is 
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that such losses can be included in the deductions to de- 
termine a carry-forward statutory net loss only up to the 
amount of other income reported unless the taxpayer can be 
said to have regularly engaged in a trade or business as a result 
of which such losses were sustained. Whether or not the taxpayer 
can be said to have been so engaged in trading in securities 
as a regular business is a matter that must be decided on the 
facts in each individual case. There is no rule of thumb 
method by which that question can be answered. Each case 
must be decided in the light of its own facts and such prin- 
ciples as have been laid down in the decisions of the Com- 
missioner of Internal Revenue or our Courts. The U. S. 
Supreme Court has not as yet rendered any decision which 
may be said to generally interpret this section of our present 
Revenue Act or the similar provisions of prior Acts. There 
have, however, been many decisions rendered by the Board 
of Tax Appeals and some of our lower courts which, for the 
time being, must be followed in considering the problems 
arising under this provision of our tax law. Fortunately 
the U. S. Board of Tax Appeals appears to have adopted a 
rather liberal attitude in deciding such cases and as a result 
of the Board’s decisions certain general principles have been 
laid down. Some of these have been accepted by the Com- 
missioner of Internal Revenue and some have not been ac- 
cepted. However, they may be regarded as controlling until 
such time as higher courts decide to the contrary. 


These general principles may be stated as follows: 


1. The losses must result from a trade or business regularly 
carried on. Losses on isolated security transactions not 
part of another business cannot be carried forward. 


2. A taxpayer need not be solely engaged in the business 
of trading in securities. He may also be engaged in 
other general business, working for someone else on a 
salary basis, or have no other business at all. 


3. If engaged in several businesses, that of trading in se- 
curities need not be the principal business. 


4. A taxpayer need not be a member of a brokerage 
firm, a stock exchange, or a financial investment house. 


5. A taxpayer may be engaged in the business of pro- 
moting corporate businesses and sustain losses through 
the failure of some of such corporations and a conse- 
quent loss of investment in stock or of loans and ad- 
vances, and such losses may be carried forward. 
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6. Losses on securities acquired as a means of furthering 
other business interests of a taxpayer may be included 
as losses in determining the net loss from that business 
to be carried forward even though the security trans- 
actions be few and infrequent. 


7. The business in which the losses were sustained need 
not be continued. Losses in a business carried on dur- 
ing 1929 for example may be carried forward to 1930 
or 1931 even though the business was in those years 
abandoned and no business was carried on. 


The principal questions will probably arise with respect 
to individuals engaged in other businesses who sustained 
losses in stock market speculation or trading. In such cases 
it then becomes a matter of the number of stock market 
transactions, the volume thereof, the time devoted to such 
operations by the individual in question, the capital employed 
and the relation of the time so devoted or capital employed 
to the time devoted to or capital employed in other business 
pursuits. In one of the Revenue Agent’s offices a rather arbi- 
trary rule has been adopted requiring that in order to carry 
forward a net loss on security transactions there must have 
been at least seventy-five trades during the year. Naturally, 
this is not conclusive or binding but it is an indication of the 
attitude of some sections of the Bureau of Internal Revenue. 


The nature of the securities dealt in and the manner of 
trading (whether on margin, through bank borrowing or out- 
right purchase) must also be taken into consideration. Repre- 
sentatives of the Bureau of Internal Revenue seem to allow 
more readily the deduction of such net losses where the 
losses were sustained on marginal trading accounts rather 
than outright investment purchases. Likewise, losses on deal- 
ings in the more speculative trading stocks are allowed more 
readily than losses on strict investment stocks or bonds. 


In short, all of the facts must be analyzed to ascertain 
whether or not the particular taxpayer’s security losses are 
attributable to the operation of a trade or business regularly 
carried on. Undoubtedly many cases will be on the border 
line and may require litigation in the courts or prosecution 
before the various Units of the Bureau of Internal Revenue 
before they will be allowed. The general principles above set 
forth, however, may readily dispose of many of the problems 
arising in connection with this phase of our income tax law 
and will undoubtedly be helpful in considering other cases 
which may be regarded as border-line cases. 
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HOW MAY THE AUDITOR VERIFY ACCOUNTS 
RECEIVABLE SUFFICIENTLY TO INCLUDE 
IN A BALANCE SHEET CERTIFIED 
WITHOUT QUALIFICATIONS? * 


By A. S. Feppe, C. P. A., of Fedde & Co. 


CCOUNTS receivable is an inclusive term, which, in a 
very condensed balance sheet, might include items orig- 
inating in many ways other than through the sale of mer- 
chandise, but the first thought connected with it would be ac- 
counts of customers, which would be specified in the ordinary 
balance sheet as “Accounts Receivable—Trade.” In order 
not to get into too extended a discussion, the verification of 
that class of accounts only will be considered, and only those 
of trading or manufacturing concerns. 


The auditor is confronted with the task of doing his work 
so that he need not attach qualifications to an item in the bal- 
ance sheet unless he is limited in his work by circumstances 
beyond his control,—such as definite instructions to curtail 
his investigation ; the impossibility of verifying an item to his 
satisfaction within a reasonable time; or finding that after 
investigation his judgment of the item differs from that of the 
persons responsible for the preparation of the figures. 

A qualification may consist of a set of conditions which the 
auditor states as an assumption prefacing his opinion; it 
might be a negative statement to the effect that a certain 
procedure, commonly considered usual, had not been fol- 
lowed; or it might take the form of an expression of opinion 
of values differing from those stated in the balance sheet. 

The portion of a certificate reading “in my opinion” is not 
a qualification, as some laymen seem to think. It is the well 
considered expression by an expert of his belief formed after 
due and proper investigation. It is, I believe, quite gener- 
ally appreciated among public accountants that an auditor 
cannot possibly certify of his own knowledge that accounts 
receivable from customers will realize a definite sum or are 
stated in the balance sheet at their true and exact value. For 
that reason reserves are set up to adjust values in the ac- 
counts to estimates of the management and auditors of rea- 
sonable values realizable in the ordinary course of business. 

Conditions vary greatly in different concerns. In the small 


concern the functions of cashier, bookkeeper and credit man 


* Based on discussion at December, 1930, meeting of The New York 
State Society of Certified Public Accountants. 
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may be combined; a somewhat larger concern may separate 
the functions but permit interchange of activities so that the 
bookkeeper may relieve the cashier or credit man, and the 
cashier relieve the bookkeeper ; a still larger concern may have 
both functions and personnel strictly separated. Any or all 
may have some internal control system and check of greater 
or less efficacy. All of these circumstances must be taken into 
consideration by the auditor to enable him to judge the 
methods to be pursued in his examination and whether he 
should proceed in greater or less detail. In the use of modern 
office machinery and an efficient office system there may -be 
found a close hookup between the sales recorded on the ma- 
chine biller and ledger poster, the shipping department author- 
ization to ship, and the stores record of goods in stock, so 
that a serious error in sales recorded in the accounts will be 
almost an impossibility without detection within the depart- 
ments of the establishment. 


The routine placing of credits to customers’ accounts for 
returns or allowances by entries made by machine operators 
from proper authorizations do not leave the loopholes for 
manipulations afforded by old fashioned methods. A tie-up 
of a control over receipts may connect up with a check on 
deposits in bank as well as with credits for cash receipts re- 
ported by the bookkeeping department as posted for the day 
in customers’ accounts. The credit department may function 
entirely apart from either cashier’s or bookkeeper’s depart- 
ment. Statements of customers’ accounts may be machine 
duplicated sheets of the accounts themselves and be placed 
by the manager of the bookkeeping department on the desks 
of the credit department on the first of every month for his 
scrutiny and for segregation of slow accounts for their atten- 
tion. The whole business of recording charges, credits and 
balances of customers’ accounts may have been developed 
into mechanical processes carried on by clerks to whom the 
data coming into their hands are merely food for their ma- 
chines. It can be readily understood that there the auditor’s 
concern may be largely with investigation into the safety of 
the operations, a verification of agreement of unpaid charges 
in customers’ ledgers with the total called for by the control, 
the tracing of totals of debits and credits for accounts receiv- 
able from books of original entry to controlling accounts, and 
a scrutiny of accounts for the purpose of valuation. 


I think it is quite obvious that in such organized concerns, 
unless something has been developed to cast a doubt on the 
accounts, confirmation of debtors accounts by correspondence 
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is considered not only unnecessary but impractical. The au- 
ditor should, however, be diligent in his inquiries of the con- 
cern’s staff and officers as to collectibility and valuations, and 
he is entitled to rely on the honesty of their opinions unless 
his investigations of the accounts develop situations which 
would tend to modify the situation from one of verifying a 
financial condition to one of trying to ascertain the financial 
condition from records which on their face do not reveal it. 


Conditions in smaller concerns may not be ideal in methods 
employed, and in the very small office may in fact be so poor 
that the auditor may find no balance sheet to audit and per- 
haps not even a properly balanced set of books. The pro- 
prietor or manager may be relying on the auditor not only 
to certify his balance sheet but to assist him in getting the 
accounts in such order that one may be prepared. Outside 
of the management, a couple of clerks, a stenographer or two 
and a few salesmen may constitute the entire personnel. Any- 
thing may be encountered—the clerks may have been specu- 
lating with receipts, the management may carry bankrupt 
customers as good accounts, merchandise may have been re- 
turned without credit and the values be in both inventory and 
accounts receivable, money loaned the proprietor’s brother- 
in-law may be included in customers’ accounts, fake sales may 
be billed to his cousin,—bolstering both income and assets. 
Even though the great majority of small concerns will be 
found to be absolutely honest, that may not prevent the man- 
agement from optimistically overvaluing the assets. There 
seems to be practical unanimity of opinion that in such an 
extreme situation every precaution is necessary,—including 
the confirmation of customers’ accounts by correspondence. 
Reference to such basic records as shipping and receiving 
books at least for a test on the accuracy of the recording of 
shipments billed and returns credited would be very advis- 
able,—particularly in the month prior to the closing date. A 
free exercise of the auditor’s judgment on valuation of ac- 
counts will be necessary. 


Assuming that proper diligence has been exercised, includ- 
ing the mailing of requests for confirmation, the auditor is 
still left with only a basis for an opinion, and not with knowl- 
edge of fact. Confirmations are never returned 100%,—some 
people refuse to sign confirmations for fear they will be held 
against them with no recourse available to them in case of 
error. There may be dummy accounts, with desk room ad- 
dresses, on which apparently valid confirmations might be 
received. There may be collusion of such nature that nothing 
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would appear to arouse the auditor’s suspicion unless his in- 
stinct born of experience leads him to sense that all is not 
well. 


If the auditor has been making periodic examinations of a 
small concern he will be in a good position to judge of the 
situation and the people. This is notably so if he is making 
monthly audits and sees the same accounts billed regularly 
and paid regularly, the accounts receivable remaining at a 
normal amount, the business making a mdderate profit, no 
unusual or untoward circumstances developing. The entire 
situation could be such that verification by correspondence 
would be unnecessary to the forming of a sound opinion of 
both the validity and value of the accounts. He is not justified, 
however, in forming a “sidewalk” opinion; investigation of 
the records should be made just as carefully as a basis for a 
certificate as though he had not had such contact, but re- 
curring settlements and charges verified through other audit 
processes connected with the cash, inventories, sales, pur- 
chases, and gross profit should assist him in forming his opin- 
ion regarding the customers’ accounts. 


In concerns of medium size, such as employing a capital 
of from one to five million dollars, operations may be con- 
ducted in such a manner as to constitute a partial internal 
check and yet afford opportunity for irregularities. The au- 
ditor must call on his knowledge, experience and judgment 
and apply it to each individual case. Should the accounts re- 
ceivable be verified in full by correspondence, in part as a 
test, or not at all? That is for him to answer and not put it 
up to the client or public to exonerate him for having done 
less than his duty. 

Is it not just a lazy way of avoiding work and risk by es- 
caping under qualifications? Whenever I read “we have not 
verified the accounts receivable by correspondence” I immedi- 
ately draw the inference that there must be somthing about 
them that made the auditor believe they should have been so 
verified, and if so, he had in that case done less than his duty. 
There may be the extenuating circumstance that a client may 
not permit verification forms to be sent to his customers. It 
seems to me that the auditor must be the judge of the cir- 
cumstances, taking his investigation as a whole as a basis, 
and decide whether it is or is not necessary to the formation 
of a sound (not necessarily infallible) judgment. If in his 
opinion it is necessary as a part of due diligence, then it should 
be done unless forbidden, and if under such circumstances it 
is forbidden, then he should qualify the certificate. 
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However, I believe I am stating the fact in saying that in 
audits of fair size to large concerns, say those employing a mil- 
lions dollars or more of capital, the accounts due from custom- 
ers are rarely verified by correspondence. Other audit proce- 
dures are employed, which in most of such cases, permit of a 
sound judgment being formed without resort to that means of 
verification. This is especially true in recurring audits and will 
even be found to be the practice in first audits of concerns 
having well organized offices. 
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WHAT CONSTITUTES THE REASONABLE DUTY 
OF AN AUDITOR WITH REFERENCE TO 
THE ASSET REAL ESTATE?* 


By Wa ter A. Staus, C. P. A., 
of Lybrand, Ross Bros. & Montgomery 


HERE ARE, broadly speaking, two main aspects to the 

question of the duties of the auditor with regard to real 
estate; namely (1) that of establishing to his own satisfaction 
that the real estate exists and is the property of the client, and 
(2) that of valuation. 

What is the reasonable duty of the auditor, in the case of 
real estate, may be somewhat affected by the purpose for 
which the real estate is held. If used in the business of the 
concern it would, in ordinary course, continue to be held over 
a long period of time and presumably any change of owner- 
ship would attract attention by the very fact that it occasioned 
a change in the location of the business, such as a change of 
the site of the factory or store. On the other hand, the real 
estate, concerning the existence and value of which the auditor 
is to satisfy himself, may be held for resale, as in the case of a 
company which may at one time have had it in use but is no 
longer using or operating it, so that the real estate might very 
readily be disposed of without affecting the current operation. 
Again, the real estate may be the stock in trade of a realty 
company engaged in buying and selling, or real estate that 
might be held as an investment from which income in the form 
of rent should be regularly received. 

Then again the reasonable duty of the auditor with respect 
to the asset of real estate might also be considered from the 
standpoint of the subsidiary question as to duty in an initial 
audit, as contrasted with recurring audits. There is quite a 
little difference between theory and practice with respect to 
the verification of the existence and ownership of real estate. 
When we read the text books we find, in some at least, the 
suggestion that the auditor should satisfy himself by examin- 
ing deeds of real estate, securing certificates of title and like 
evidence, opinions of counsel as to the soundness of the title 
and of the fact that the client 'does actually have title to the 
real estate. In practice, perhaps, this is not so frequently done, 
or at least is not invariably followed, and it certainly is not in 
the case of many recurring audits after the initial audit. 


* Based on a discussion at the December, 1930, meeting of The 
New York State Society of Certified Public Accountants, 
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In the first place, the examination of deeds is a very incon- 
clusive kind of verification at best, because the seller of a 
piece of real estate is under no obligation to turn over the 
deed to the purchaser the deed which the former had received, 
and just as often as not, probably, the deed is not turned over. 
In any event, the deed to the seller can be lost and the seller 
can still make a perfectly good transfer of title to the pur 
chaser. So, the mere examination of these deeds themselves, 
outside of possibly the moral effect, has no conclusive value. 


A certification of title, unless it is of present date, would 
also not be conclusive. A title insurance policy, for instance, 
that had been issued several years before would not necessarily 
be a conclusive indication that the company still actually had 
title to the property. In a good many cases, especially in 
moderate and small-sized concerns, there may be more or less 
practical difficulty in getting either a certificate of title or an 
opinion of counsel. Many such companies do not have regular 
counsel who is intimately familiar with their affairs and who 
could very readily certify to the auditor that Company “A” 
does actually have a clear title to the pieces of real estate 
appearing on its books. Under such circumstances to secure 
such an opinion at each audit would necessitate incurring an 
expense which would, to the client at least, seem needless. 
Sometimes, too, there is the practical difficulty of stating 
readily the precise legal description of the real estate for the 
purpose of getting the desired opinion. 

In a great many cases, more in respect to real estate than 
any other asset on the balance sheet, we are thrown on other 
methods of verification as to the existence and ownership of 
the asset than on those formal methods to which I have just 
referred. The verification of the existence and ownership of 
the asset is related to the question of value and tied up with 
the inquiry that we necessarily make into the changes that are 
taking place in the property accounts on the books of a client. 
There are various items of collateral evidence which may 
satisfy us that the asset appearing in the company’s accounts 
actually exists, that the company in all reasonable probability 
does own it, and also that, growing out of the assembling 
and consideration of these various items of collateral evidence, 
the liabilities with respect thereto are shown in the accounts. 

For instance, take a factory in which a company is carry- 
ing on its manufacturing operations. It has been in the pos- 
session of, and in use by, the company for many years, a fact 
which is personally known to the auditor if he has been audit- 
ing the accounts periodically. He finds that no rental is being 
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paid for the use of the property, that the tax bills are being 
rendered to and paid by the company occupying the property, 
and that insurance is being carried on the buildings and their 
contents as evidenced by the policies made out in the client’s 
name. He finds no interest disbursements for mortgages on 
the property, or if he does find payments of interest they 
agree with the amount that should be paid according to the 
obligations that appear of record in the accounts. Evidence of 
this practical kind, when there is sufficient of it, would cer- 
tainly satisfy a reasonable man that the company owns that 
property. 

Incidentally, it may also be mentioned, in connection with 
establishing the actual ownership of the property, that we 
are here dealing with the asset that as a rule is last considered 
by bankers as a basis for short time credit. Consequently, if 
any distinction at all were warranted, the demonstration of 
ownership is of less importance in the case of real estate 
than in the case of these current assets that mean so much to 
the credit man or the banker. 

In those cases where securities are being sold, or where 
there may be a transfer of ownership of the property, either 
directly to a new company or indirectly through change of 
ownership of the controlling stock interest in the existing 
company, there is usually an examination of title to real 
estate by counsel for bankers or the purchasers of the com- 
pany’s stock or property. Obviously, the responsibility for 
determining the actual ownership and adequacy and clearness 
of title would be upon counsel. In such a case, of course, the 
auditor is in a position to satisfy himself even more conclu- 
sively than in these other cases that I have been speaking of, 
where he is very frequently thrown upon common sense and 
practical methods rather than on more theoretical methods of 
verification. 

So much for the question of establishing the actual exist- 
ence of the property and the reasonable probability of its 
ownership by the company that is apparently owning it and 
carrying it on its books, in the case of a company using the 
real estate for its business without any intention of resale. 

In the case of a company which holds the property for 
resale, or which is holding it for investment, and assuming 
that it is improved property, we have the test of the income 
that is being derived, or the efforts that are being made to 
sell it. The records of purchases and sales would naturally 
be inquired into and wherever any suspicious circumstances 
cause question in the auditor’s mind as to the ownership, he 
would naturally take further steps than those to which I have 
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referred, and would have to require some more conclusive 
and completely satisfying evidence of ownership. 


One source of information, especially in a larger enterprise 
where the proceedings of the board of directors and of stock- 
holders are more formal and perhaps more completely re- 
corded than in the case of small corporations where the pro- 
ceedings are often much more informal, are the minutes of 
directors and stockholders meetings. They will often give 
valuable information to the auditor as to the acquisition of 
properties, the prices authorized to be paid, and the obliga- 
tions subject to which the property has been acquired. When 
purchase money mortgages constitute part of the considera- 
tion for real estate acquired, references thereto will usually 
appear in the deeds for the property. When bond issues are 
secured by a lien on real estate, the action of stockholders 
authorizing or consenting to the mortgage indenture should 
be found recorded in the minutes. Mortgages outstanding can 
usually be readily verified by correspondence and should be 
verified just as we verify various other items of liabilities by 
correspondence such as notes payable held by banks or sold 
through note brokers. 


The second phase of the question to which I have already 
referred is that of valuation. If there is any distinction be- 
tween the importance of the two, the auditor has an even 
greater obligation with regard to valuation than in establish- 
ing the existence and ownership of the property, paradoxical 
as that may sound. The reason for this statement is the reac- 
tion of the valuation on the earnings statement. It is import- 
ant that, if the real estate has been written up, and the appre- 
ciation taken up in earnings or in surplus, the auditor ascer- 
tain the fact and a full disclosure be made. As I recall it, we 
had a horrible example about a year ago of a company which 
at one time had been regarded as an extremely profitable con- 
cern, and its published statements were accepted without 
question. It fell on less prosperous days, and when an exam- 
ination was made and unpleasant disclosures followed, it was 
found that for years the company’s real estate, or leaseholds, 
had been written up and the earnings inflated thereby. 


The auditor naturally approaches this possibility from two 
angles; from that of the valuation of the real estate (whether 
owned in fee or leaseholds) on the balance sheet, and from 
the standpoint of analyzing the earnings to see whether they 
include any items coming from other than operating sources, 
or other income sources of a legitimate kind such as interest 
and the like. 
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Another reaction from the real estate account upon the 
earnings is through depreciation. We are all so familiar with 
the principle there involved that I shall not expand on it. 
Obviously, if the real estate account is not being properly 
valued on the balance sheet, due to not making suitable allow- 
ances for depreciation, the earnings will be improperly stated 
correspondingly. The possible capitalizing of expenditures 
which are of an expense nature through charging them to real 
estate instead of to operations, is another factor that is devel- 
oped, especially in the case of the balance sheet audit, by 
analyzing the real estate account during the period interven- 
ing between two balance sheet audits. This verification is 
particularly essential from the real estate account, because 
such items have gone into that account, and their absence 
from the operating account would not ordinarily be disclosed 
through analysis of the operations or the earnings. 


A point we might consider is one on which there has been 
an important development of thought in more recent years. 
It relates to those cases where additions to property are under 
way, where perhaps the whole cost has not yet been con- 
tracted for, or where possibly a corporation is carrying on 
its own construction operations and it is not actually obligated 
for any more than its balance sheet shows so far as contractual 
obligations on which it can be sued are concerned. 


Yet, to complete the building operation that is under way, 
it will be necessary to spend perhaps another quarter of a 
million dollars or perhaps a half million dollars, or in some 
cases, even a great deal more. There is a very nice question 
there as to what should appear on the balance sheet with 
regard to this prospective expenditure on capital account for 
which legal liability has not yet been actually incurred and 
yet which the auditor knows, and which the banker knows, 
will in due course have a very important effect upon the 
balance sheet of the client. If it does no financing, there will 
be that much of the working capital converted into fixed assets 
when the expenditure to complete the construction project is 
eventually contracted for and made . 

On the other hand, of course, if it is a very large amount, 
financing plans may be in view. There may even be some 
assurance of where the funds are coming from. As a matter of 
fact, a wise business manager will not plan for large expendi- 
tures like that without knowing where the funds are coming 
from to finance the undertaking, and yet sometimes such plans 
are entered upon before there is an absolute contractual assur- 
ance that the funds will be received from capital sources to 
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defray the expenditure. Even if they are coming from capital 
sources, they may result in incurring bonded debt with a 
mortgage upon the assets. 

My feeling is that where these expenditures are of a suffi- 
cient amount to have a material effect on the balance sheet 
position, or to bring about a material change from the position 
shown by the balance sheet about to be certified, there ought 
to be some indication of them. I recognize the difficulty of 
doing that in a way that is fair both to the reader of the 
balance sheet and to the client. The client will, in some cases 
at least, feel that a kind of red flag is being set up which is 
going to make trouble for him. He feels that he is going to 
finance it, perhaps, out of a very profitable year he sees ahead, 
or several years. He feels that he is perfectly safe in his plans. 
He may feel that the banker who sees the memorandum on 
the balance sheet will immediately consider it a current liabil- 
ity, if no financing has been arranged for, and that it, there- 
fore, imposes a real hardship on him, Yet I can not help but 
feel that after all a balance sheet which is presented to a 
banker or to other credit grantors, is for the purpose of indi- 
cating financial position and the possibilities of discharging 
financial obligations, and while in a case of this kind the 
obligation may not yet be one legally contracted, it is one 
practically contracted. 

There is the possibility of discontinuing the construction 
in times like these, although sometimes it is just in times like 
these that it would pay to go ahead with it, because of lower 
costs. It may not, therefore, prove to be a 100 per cent. liabil- 
ity. I can not help feeling, however, that if we are not already 
at the point where the general practice is to put some kind 
of notice on the balance sheet of a situation of that kind, we 
are not very far away from the time when it will be recog- 
nized that it should be the general practice. Even at the pres- 
ent time it would be recognized as the best practice. 

A question which sometimes comes up for discussion be- 
tween the auditor and his client is whether to state the value 
of a piece of property on the balance sheet at the net amount 
after deduction of a mortgage thereon or whether to state 
the mortgage as a separate liability. 

When property has an incumbrance in the form of a mort- 
gage, whether the mortgage is accompanied by the bond of 
the owner or not, the balance sheet should indicate in some 
way the amount of that incumbrance. I do not believe that 
we should show merely an equity without indicating the 
amount of the incumbrance. There may well be a difference 
of opinion as to whether some variation in treatment is per- 
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missible with respect to showing the mortgage on the liability 
side of the balance sheet or showing it as a deduction from 
the real estate on the asset side of the balance sheet. 

From the standpoint of pure theory, it may well be argued 
that, if the client who is the owner of the real estate is 
directly liable for the mortgage and a deficiency judgment 
could be secured against him, in the event of the mortgaged 
property being sold and realizing less than the mortgage, the 
mortgage should be placed on the liability side of the balance 
sheet. 

An argument can also be made that, when the property 
has been purchased subject to a mortgage but the client has 
not incurred an obligation by giving a new bond, since in the 
event of default on the mortgage the worst that will happen is 
that the real estate may be sold and pass out of the possession 
of the owner, the loss can be no greater than the loss of the 
property and the mortgage may, therefore, be deducted on the 
asset side of the balance sheet from the gross value of the 
real estate. 

There is a practical aspect, however, to the second case; 
namely, that although the owner is not on the bond and theo- 
retically has no obligation directly for the mortgage, never- 
theless, he usually has an obligation in effect. This is especially 
true if it is a serial mortgage, because in such a case, unless 
he keeps making the payments of principal as they fall due, 
the entire amount of the mortgage will fall due, and the 
property, which may be very essential to the conduct of the 
business, will be lost by foreclosure. 

So far as the loss of the property itself is concerned, it will 
be just as real in one case as in the other. Furthermore, the 
effect of having to make the serial payments is just as real 
upon the cash position of the company as though the owner 
were on the bond. 
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WHAT IS THE PROPER TREATMENT IN THE 
ACCOUNTS OF DEPRECIATION ON ASSETS 
CAPITALIZED ABOVE OR BELOW COST? * 


By Wituiam H. Bett, C. P. A., of Haskins & Sells 


HERE are really two questions involved here: 
What is the proper treatment in the accounts of de- 
preciation on assets capitalized above cost? 

What is the proper treatment in the accounts of deprecia- 
tion on assets capitalized below cost? 

I think the latter ought to be much simpler than the former 
and I should like to dispose of it first. The question would 
naturally arise, why are the assets capitalized below cost? It 
would seem: that at the outset they would have been capital- 
ized at cost; and if they are now carried at less than cost, 
somebody must have thought they were worth less than cost 
and, therefore, wrote them down, presumably against surplus. 

[At this point a member brought up a case where a nom- 
inal value was placed upon a leasehold acquired for stock, by 
placing a nominal value on the stock, and contended that the 
leasehold had great value and therefore it should have been 
taken up at that value, with consequent larger charges for 
depreciation. ] 

This company is evidently taking the position that it has 
not that amount of capital invested in that property. It has 
only a nominal amount invested in the property, and while 
it might very well have carried a very much greater valua- 
tion for the property, it chose not to do so. Therefore, it has 
not any larger amount invested than it put on its books. You 
state that the effect is to overstate the income. Well, maybe 
it is, but if so, what is the measure of overstatement—what 
the income ought to be in the abstract, or what it is going 
to be sometime in the future, or what it has been sometime 
in the past? 

[At this point a question was raised by a member as to 
the propriety of writing down assets for the purpose of re- 
ducing future depreciation charges. ] 

We are trying to think of this from the standpoint of the 
public accountant and what he should be called upon to do 
in that connection—specifically, as to whether he should take 
the position in a case like this that the earnings have been 
overstated. Of course, a corporation could go to extremes 
in writing off capital assets against available surplus of some 





* Discussion at December, 1930, meeting of The New York State 
Society of Certified Public Accountants. 
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kind, for the purpose of reducing subsequent charges. It might 
be difficult for the accountant to take the position that the 
corporation was not justified in writing down certain assets, 
if it could show that they are of questionable value. I do not 
see how the accountant could criticize the company for writ- 
ing down certain assets, on the ground that subsequent de- 
preciation charges are going to be affected, and at the same 
time certify to the balance sheet when it appears that the 
assets are inflated. We can not say that the earnings state- 
ment is right but the balance sheet is wrong, or vice versa, 
and that we are going to give greater weight to one or the 
other. It seems to me that we have to give consideration to 
the actual facts and the good faith of the management, or the 
board of directors, in writing down these assets; and I should 
say that the burden of proof would be upon the accountant 
to show that they were not exercising good faith in writing 
down these assets. My own view is that if the assets are 
worth less than they were previously carried at, the account- 
ant cannot object to their being written down and to the 
effect upon subsequent earnings. 


You (a member) said that a going business is justified 
in continuing to carry real estate at cost regardless of any 
temporary fluctuations in market values. I will ask you if 
you think it would be wrong for a corporation to recognize 
a distinct decline in the replacement value of real estate and 
write it down. 

[The member’s reply: My curbstone opinion would be 
that where conditions of value have actually changed and it 
is recognized that the value is now entirely different from the 
original cost, my feeling would be that the directors would 
be warranted in recognizing that situation and if they so 
chose, writing it down to its present value. I think that ques- 
tion is very much considered at the present time, and by some 
of these investment trusts which are faced with this tremen- 
dous shrinkage in the value and cost of securities which they 
acquired before the crash; some of it even since the crash, 
but not of very recent date. 


It seems to me that if the directors want to recognize that 
situation and want to write down those securities to their 
present-day value, they are within their rights in doing so. 
I think they want to make it clear as to what they are doing 
to their stockholders, so that if at a later date they show 
profits based on the written down value of the securities, the 
stockholders will be under no misapprehensions as to how 
those profits are now being realized. It seems to me that 
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what directors are doing, where it is on a large enough scale, 
is that they are in effect working out a kind of financial re- 
organization without going through the form of organizing a 
new company, or the form of changing their capital stock. 
They are getting just about the same result and there is, of 
course, an effect on their subsequent earnings. Presumably, 
the final effect on surplus would not be any different. The 
only difference will be that there will have been a larger 
amount written off to surplus at one time and the subsequent 
earnings will be larger than they would otherwise have been 
shown. Those earnings may nevertheless be, let us say, rea- 
sonable and sound earnings in view of conditions as they have 
been since this change of conditions which has been recog- 
nized by this extraordinary rakeup.] 


I will pass on to the second question, which I thought 
(and still think, if we could give unlimited time to it), is more 
fruitful of discussion than what we have been talking about. 
The question is, “What is the proper treatment in the ac- 
counts of depreciation on assets capitalized above cost?” The 
reason they would be capitalized above cost is because some- 
body says they are worth more than cost, owing largely to 
changes in economic conditions. Presumably, when they are 
capitalized above cost, the property accounts are increased 
and we will say, for the sake of argument, that a surplus from 
appreciation is created. There is a balance in the property 
accounts of, let us say, twice as much as there was before; 
the property cost $100,000 and it is now capitalized at $200,000. 
We will not be too precise, if you please, about that word 
“capitalized.” 

Now, how to get rid of this $200,000. We have two gen- 
eral theories. One of them is—let us say it is a manufactur- 
ing business—that the cost of manufacturing, or the cost of 
production, should bear one hundred per cent of the depre- 
ciation charge on the enhanced value, the reserve for depre- 
ciation being credited, of course. Then there are those who 
say, “Yes, that is right, but take out later (by a credit to in- 
come or earned surplus) half of that and charge it to the sur- 
plus from appreciation.” 


Let us assume that the surplus from appreciation is going 
to be reduced by one-half the depreciation. The question is, 
then, whether depreciation on the cost or on the appraised 
value should be charged against the cost of manufacturing. 

I think that in certain cases it his highly desirable for a 
company to charge operating costs with the depreciation on 
the appraised value, for the purpose of getting proper com- 
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parisons with the cost of competitors, that is to say, putting 
itself on the same basis as the competitors; or where a com- 
pany owns a number of plants, some of which are old and 
some of which are new, to put its different plants on the same 
basis. 

On the other hand, there are cases where it would be quite 
undesirable to boost up the costs artificially and thereby have 
it appear that the goods are costing more than they actually 
are, when it might result in the fixing of prices so high as to 
have a detrimental effect upon the sale of the goods. Of course 
it can make no difference in the net income unless the sale 
prices are changed. Whichever of these methods is followed, 
earned surplus will be charged only with depreciation on cost. 
There are those who claim that whenever property is appre- 
ciated, especially when there has been a public offering of 
securities and a holding out to the public to the effect that 
the so-called surplus from appreciation is in fact surplus, 
or is capital, the company is compelled to charge its earned 
surplus with the depreciation on the replacement value. 

[Comment by the Chairman: Just before we close this 
particular question, I should like to point out that the charg- 
ing of costs with depreciation on replacement value may at 
times severely handicap a manufacturer who has a plant which 
is old and in competition with a manufacturer of similar goods 
using a modern plant and improved equipment. About the 
only advantage the older manufacturer has is his lower cost 
of depreciation which is to his advantage and which he may 
use to offset the greater efficiency of the newer plant, so that, 
except where it is needed for comparison in a trade organiza- 
tion I think that the charge into costs of depreciation on cost 
itself is by far the better plan for the manufacturer. Of course, 
I think Mr. Bell made it perfectly clear that in any event the 
surplus from appreciation would be reduced. We took that 
for granted to begin with.] 
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CONSOLIDATED ACCOUNTS* 


By Maurice E. Petouset, C. P. A., of 
Pogson, Peloubet & Co. 


NE of the greatest difficulties in making any sound gen- 

eral statement on matters of accounting is that as a rule 
practice comes first and theory or principle lags far behind, 
often neglected or unnoticed. This is perhaps particularly true 
in the case of consolidated statements. Unlike most other 
financial statements or records they have almost no legal sanc- 
tion or significance. Practically the only legal recognition of 
consolidated accounts is for tax purposes. From the point of 
view of the creditor or of the investor consolidated accounts 
do not represent any legal entity against which claims may be 
enforced. If, therefore, there is no legal purpose served by con- 
solidated accounts, we must regard them as the outgrowth of 
the demands of management for information required to oper- 
ate the business and as, in some degree at least, the results of 
an economic and social condition rather than a purely finan- 
cial or legal one. If we are to base consolidated accounts on 
economic concepts there should be little difficulty in formu- 
lating correct principles for the preparation of such statements. 


The first of these economic concepts is the proposition that 
where a number of individual companies, departments or per- 
sons are working together for one end the results are best 
shown by a single statement embodying the results of the 
activities of all concerned in so far as those activities bear on 
the object of the organization. No one would deny that in a 
company consisting of say twenty individuals the best form of 
statement is that which consolidates the wages paid to each, 
the production of each and the results of any other activities 
of these individuals which contribute toward a common pur- 
pose. It will also, be generally admitted that the outside 
activities of individuals are not properly consolidated in such 
a statement. If the enterprise were a cabinet making shop 
producing fine hand-made furniture and if one of the cabinet 
makers made a piece of furniture for himself in his spare time 
it would be quite proper to exclude that from the consolidated 
statement of all the individuals; if he made a similar piece for 
a customer of the company it would be correct to include that 
in the consolidated statement. 


I am quite aware that this may sound elementary and 
childish but it is one side of the question which has seldom 


* Presented at the December, 1930, meeting of The New York State 
Society of Certified Public Accountants. 
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been treated ; that is, the recognition that to some extent every 
statement more complicated than the accounts of one indi- 
vidual is in some respects a consolidated statement and to 
some extent involves the same problem. When we advance a 
little further in complexity and consider an organization con- 
sisting of but one corporate entity but which includes several 
departments the resemblance to the usual type of consolidated 
statement is still clearer. 


I can think of an organization which produces oleomar- 
garine, vegetable oils, soap, condensed milk and a variety of 
by-products. The departments in this organization are quite 
as different as individual companies could be, for instance, the 
accounts and costs system of the soap works were of necessity 
on an entirely different basis from that of the condensed milk 
factory while the oil refinery and oleomargarine works were 
each different from any other department, although there were 
interchanges between all departments. It would have given a 
strange and misleading picture of the results of the business if 
separate balance sheets and operating statements were pre- 
pared for each department. No clear picture of the operations 
of the enterprise as a unit would be presented and there would 
be no correct statement of the relations of the enterprise with 
the outside world. Here again it may be said that the forego- 
ing is merely a collection of uninteresting truisms. However, 
many authorities, including some of those most respected both 
in this country and England, who are perfectly consistent in 
their treatment of highly departmentalized enterprises under 
one corporate control begin to waver as soon as separate cor- 
porate entities are introduced. The reason for this is probably 
to be found in the confusion of economic and legal concepts 
which, while they appear irreconcilable, are possibly not so 
much irreconcilable as merely divergent. In other words 
accounts drawn up from a legal point of view are proper and 
necessary but they are totally different from a statement con- 
structed on economic lines. The purpose of a set of accounts 
drawn up on the legal basis is to establish and define the 
rights of the various parties in the enterprise, that is, it shows 
the creditor from what fund he may be paid; it shows the 
stockholder where and how his capital has been invested and 
it shows the bondholder the condition and value of his security, 
but in a statement drawn up on economic lines the aim is to 
picture as truly as possible the purpose and result of the 
enterprise. 

This brings us to consideration of the first principle of con- 
solidation which is that all the various entities included in the 
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consolidated accounts must be working for or contributing to 
a common end. The contribution to the common end may be 
somewhat remote as, for instance, the operation of a company 
store or commissary by a manufacturing company where such 
facilities might not be otherwise provided or the construction 
and operation of a street railway to serve employees where the 
company is the principal or perhaps the only industry in the 
community. These activities, however, bear directly on the 
principal object of the company and would not have been 
entered into unless, in the judgment of the directors, they were 
necessary to the conduct of the business. The true test of 
what to consolidate is thus a question of common or related 
purpose and direction rather than any arbitrary and technical 
question of percentage of ownership or legal methods of control. 

If we agree that a common purpose is the basis for con- 
solidation the next principle naturally follows that no profits 
or losses can result from transactions between departments 
or companies within the pale of the consolidated enterprise, 
since no one can make or !ose money by dealing with himself. 
It also follows from this that no sales or purchases can be 
recognized in the consolidated accounts unless they involve a 
transaction with a party outside the consolidated group. 

Quite apart from all questions of expediency or conven- 
ience the foregoing represent the basic principles or assump- 
tions on which all consolidated accounts are constructed. It 
will be observed that they would permit the consolidation 
within a group of a company say 40% owned provided no 
other one holder owned as much and that the operations of 
the 40% owned subsidiary were essential to the conduct of the 
combined enterprise. It is equally true under this rule that 
one company might own 100% of another and still not be 
eligible for consolidation. For example, if a manufacturing 
company in, say, Milwaukee, which manufactured heavy 
metal-working machinery was the principal creditor of a New 
England firm producing small die castings for novelties it 
might be that the best way for the creditor firm to protect its 
interest would be to make an arrangement with the other 
creditors and take over the operations of the die stamping 
concern. Here we would have 100% ownership but no true 
economic unity of purpose and it would appear that since there 
was no reasonable ground for consolidation the interest in the 
die stamping company should be carried on the balance sheet 
of the Milwaukee company as an investment. 

We know, of course, that few principles in accounting may 
be carried out literally and with exactness in every case. 
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Sometimes the amounts involved are too small to warrant 
their introduction or the disturbing of larger figures and some- 
times the literal following out of principles would give results 
that would appear clumsy and ridiculous, without, in fact, 
giving more information. 


It is, I think, for that reason that most practical limitations 
in the way of percentage ownership are required for consoli- 
dation. Under the Federal Income Tax law an ownership of 
95% is required. There are few who will agree that this per- 
centage should be applied rigorously and that a minority inter- 
est of over 5% is so large as to be unwieldy while on the other 
hand consolidation of companies 51% owned would in many 
cases result in showing minority interest in such exaggerated 
proportions and the showing of so large an amount of assets 
and liabilities which the company did not really own that the 
ratios on the balance sheet might be seriously distorted. A 
practical working figure seems to be about 75% and has been 
adopted by some representative corporations. There is noth- 
ing more to support this figure than that it seems to work and 
gives substantially correct results without much inconven- 
ience and without showing a minority interest of unwieldy 
proportions. 


So far we have discussed only the theoretical side of con- 
solidation, and considered the question from the true economic 
point of view. Unfortunately consolidated accounts are not 
always so regarded. Because they do give a truer economic 
picture than the legal balance sheet they have sometimes been 
used, rightly or wrongly, as a means of forcing disclosure of 
facts which the company would prefer not to disclose and to 
prevent “window dressing”. 

It is quite possible that it might be beneficial in some 
cases to proceed more or less by indirection and I would not 
say that this is necessarily wrong. It does seem, however, that 
if we can get our results by stating clearly what is required 
it is better than to ask for one thing in the hope of getting 
something else. Accountants in general are ready to admit 
the evils of window dressing in published statements and 
are probably equally willing to admit that there are many 
devices by which statements can be bolstered up to present 
a better appearance than the facts warrant. Shunting off 
definite liabilities and doubtful assets to subsidiary companies 
is a simple and not unheard of method of making the parent 
company’s statement appear better than it really is and it 
is true that in some cases consolidated accounts might par- 
tially remedy this and force some sort of disclosure. How- 
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ever, it is unlikely that forced disclosures due merely to the 
application of the mechanics of consolidation would really 
be satisfactory from a banker’s or investor’s point of view. 
As a general rule anyone who suspects window dressing is 
not concerned with consolidated accounts as a means of ex- 
hibiting the results of the working of an economic entity but 
is seeking some sort of a supplement to a presumably im- 
properly drawn legal balance sheet of the parent company. 

It would seem far better if a method is desired to force 
disclosure of improper methods by which the parent com- 
pany’s legal balance sheet is made to appear better than it is 
to insist either on the preparation of separate legal balance 
sheets for each subsidiary or to give a complete list of ac- 
counts with subsidiary companies and investments in them 
with a description of the method of valuation. This would 
be a clear and straightforward proceeding and would have 
for its end the prevention of the publication of incorrect finan- 
cial statements. The statement thus prepared would seem 
to show the position of the company from a creditor’s point 
of view in a satisfactory manner. 

A study of these statements would give a basis for judg- 
ing the value of the investments in and accounts with sub- 
sidiaries. They would also show where assets of doubtful 
value had been transferred to a subsidiary in order that the 
asset might appear on the books of the parent company as 
a receivable. No complete picture of the enterprise as a whole 
would be given but it is impossible for one statement to show 
both the operations of a number of units working together 
and also show the status of creditors or investors in the sep- 
arate companies. 

In preparing consolidated accounts we must to a large 
extent disregard the position of creditors in any one company 
in the consolidation. For instance, if five companies are 
consolidated showing plant worth $10,000,000 and bonds have 
been issued to the extent of $2,000,000 against one of the com- 
pany’s plants valued at say, $3,000,000, nothing can be shown 
in the consolidated balance sheet but the total value of the 
plant and the liability without indicating against which asset 
the bondholder may claim. So far as the consolidated ac- 
counts are concerned the consolidated entity has borrowed 
money and the consolidated entity has a plant. The thing to 
consider is what economic value the consolidation has at its 
disposal (the assets) and how these were provided (liabilities 
and capital). To whom particular assets or types of assets 
may be pledged is a matter with which the consolidated state- 
ment cannot usually concern itself. 
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It frequently happens that a consolidation includes com- 
panies controlled but only partially owned by the parent com- 
pany. The treatment of the interests of minority holders is 
one that calls for much thought and which may involve far 
more than the mere segregation of a portion of the capital 
and surplus to minority holders on the face of the balance 
sheet. If a company manufactures a product which may be 
sold to the public at various stages of manufacture such as 
say, iron and steel which may be marketed in any form from 
pig iron up to a complete product such as a bridge, metal 
sheets or pipe, the accounts must be so kept that the minority 
holders are credited with their share of the profits on these 
outside transactions as well as their share of the profits of 
their individual company based on what these would be if the 
company were independent. For this purpose inventory 
records are frequently kept showing inter-company profit 
progressively included in these inventories for purposes of 
calculating profits on outside sales and to insure fairness 
towards minority stockholders. That part of the inter-com- 
pany profit in inventories attributed to majority holders 
should be eliminated from inventories and profits at the time 
consolidated accounts are prepared for the reason that this 
profit does not represent a realized transaction. So much, 
however, of the inter-company profit as is attributable to mi- 
nority interest could properly be included in inventory in a 
consolidated statement to offset the liability taken up for 
this. 

There is, I believe, some difference of opinion as to 
whether minority interest should be shown as the value of 
minority securities only or whether corresponding amounts of 
surplus should be attributed to them. It would seem that 
while minority holders have no claim on the surplus until a 
dividend ‘is declared the fact that they have a right to divi- 
dends when declared would make it almost necessary to segre- 
gate surplus to them from which these dividends could be 
paid. 

Much has been written on the question on how the sur- 
plus at date of acquisition of a subsidiary should be shown 
in consolidated accounts. It would seem that if the attention 
were directed to valuing correctly the assets taken over the 
question of surplus at date of acquisition would take care 
of itself. Assume that a company had stock of par value of 
$100 and sufficient net tangible assets to raise the book value 
of the stock to $170. Suppose further, that the purchasing 
company paid $180 per share for this stock we would then 
have an investment on the parent company’s books of $180. 
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The directors have presumably acted in good faith in mak- 
ing this purchase. We must, therefore, assume that they 
received some intangible asset of real value to the extent of 
$10 per share. Upon consolidation we would eliminate $170 
of the investment on the parent company’s books against the 
stock and surplus of the subsidiary. $10 per share would 
then be left in the parent company’s investment account which 
should be charged to an appropriate intangible asset account 
in the consolidated balance sheet. 

Any other procedure than the foregoing would imply that 
the directors did not act in good faith. It appears, therefore, 
that if the stock of a subsidiary is worth the purchase price, 
surplus on acquisition drops out automatically through a 
proper valuation of the assets which should correspond to 
the purchase price of the stock on the assumption that the 
directors acted in good faith. 

Most of our other surplus difficulties in consolidated ac- 
counts will be solved by proper asset valuations. It is hardly 
necessary to remind the audience that current accounts be- 
tween companies and securities of subsidiary companies held 
by the parent company should be eliminated from the con- 
solidated balance sheet while all items of inter-company in- 
come such as sales and purchase, interest received and paid, 
dividends received and paid and any other transactions en- 
tirely between companies should also be eliminated. This 
procedure will give a true picture of the enterprise as an eco- 
nomic whole. 

This paper is not intended to cover either the theory or 
technique of consolidated accounts exhaustively but is merely 
to bring out some points in connection with consolidated ac- 
counts which are not usually stressed but which seem to be 
important and on which there is perhaps more confusion in 
the minds of clients and bankers than there is in the minds 
of accountants themselves. 

Even those members of the Society who are seldom re- 
quired to prepare consolidated accounts of any complexity 
probably have been asked by clients or have had for some 
other reason to form an opinion as to the position of a com- 
pany which prepares or publishes consolidated accounts. It 
is quite important before giving any opinion on such accounts 
to realize the difference between the legal balance sheet and 
the consolidated one, particularly in regard to the position of 
creditors and investors. 
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CO-OPERATION WITH BANKERS 


Questions of Bank Credit Men with Answers Given by 
Accountants at a Meeting of The Robert Morris 
Associates, with a Report of the Informal 
Discussion thereon at a Meeting of The 
New York State Society of Certified 
Public Accountants 


NE SESSION of the Fall Meeting of The Robert Morris 

Associates, held at Briarcliff Manor, N. Y., October 27- 
30, 1930, was devoted to the report of its Committee on Co- 
operation with Public Accountants, of which Mr. Harvey E. 
Whitney is chairman. 

The accountants were represented at this session by the 
Committee of The New York State Society of Certified Public 
Accountants on Co-operation with Bankers and other Credit 
Grantors, of which Col. Robert H. Montgomery is chairman, 
and a similar committee of the American Institute of Account- 
ants, of which Mr. Frederick H. Hurdman is Chairman. 

The program was based upon letters solicited and received 
from the members of The Robert Morris Associates by Mr. 
Whitney who presented more than fifty of them to the ac- 
countants. These letters dealt with matters contained in re- 
ports of public accountants and formed the basis on which 
Mr. Whitney and other bankers interrogated the accountants 
who responded with answers, as individual accountants, to 
the questions asked. 

The questions afforded accountants an opportunity to 
know how their work is viewed by bank credit men and the 
answers by the accountants gave the bankers the accountants’ 
viewpoint on many matters. It was recognized by all that the 
point of view of the accountant who seeks to present facts 
is naturally different from that of the bank credit man who 
seeks to learn the facts, to interpret and apply them in judg- 
ing his credit risk. The results of this session were undoubt- 
edly helpful. 

It was in the belief that the members of the Society would 
be interested in considering these questions of the bankers, 
that the special program of the November, 1930, meeting of 
the Society was arranged under the direction of the Commit- 
tee on Co-operation with Bankers and other Credit Grantors. 

Before submitting the questions with the answers given 
by the accountants, Col. Montgomery referred to the diffi- 
cult task of the Committee which does not and should not 
bind the Society in answering questions. He spoke of the 
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development of the work of his Committee and of the need of 
closer co-operation with the bank credit men who analyze, 
dissect and comment upon reports of accountants prepared 
for credit purposes. He said: “There have been hundreds of 
instances in which the credit men of the banks have consulted 
each other and have commented upon the reports of account- 
ants. Up to a few months ago we knew very little of these 
comments. We were working very much in the dark. If our 
work was one hundred per cent right we did not know it; and 
if it was considerably wrong we did not know that. It is 
important to us to know the content of their criticisms; it 
is important to us to know their attitude; it is important to 
us to have them help us if we need help; and it is very im- 
portant to us to help them if there is anything we can do to 
help them.” 


Col. Montgomery reported that Mr. Whitney, Chairman 
of the Committee of The Robert Morris Associates, in talking 
over the matter with his Committee said he thought it would 
be feasible to ask the members of his organization what com- 
ments or criticisms they had to make regarding the work of 
public accountants which came to their personal attention. 
Mr. Whitney did this and received the letters which formed 
the basis for the questions presented and answered at the 
Briarcliff Meeting of The Robert Morris Associates. 


The Committee on Co-operation with Bankers and Other 
Credit Grantors received a vote of thanks from the Society 
for their good work at the Briarcliff Convention. In present- 
ing the resolution of thanks the proposer seemed to sense the 
feeling of the members present in stating that accountants 
individually might be willing to go further in their work than 
they cared to obligate themselves publicly. The questions 
and answers discussed had brought out quite clearly that there 
might be a variety of circumstances which, if known by the 
accountant, should be disclosed, but the accountant could not 
be presumed to know all circumstances which were not dis- 
closed in the records and which he had been unable to elicit 
by inquiry in the course of his audit. The meeting also ex- 
pressed appreciation of the work which the American Institute 
of Accountants had been carrying on for some years in their 
contact with The Robert Morris Associates. 


The questions and answers were reported and discussed 
at the Society’s meeting in the order presented below. It 
should be noted that both the meeting of the Committee on 
Co-operation with Bankers and other Credit Grantors with 
The Robert Morris Associates, at their convention at Briar- 
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cliff, and the Society meeting, at which these questions were 
discussed, were of an informal nature, and the answers given 
and the opinions expressed by the accountants were made by 
individuals and, therefore, do not carry with them the au- 
thority of The New York State Society. 


Questions and Answers with Discussion by the Society 


[“QuEsTIoN” indicates the original question, modification, or 
comment by a member of the R. M. A. “ANSWER” indicates a 
reply given by an accountani. “Discussion” indicates a report of 
the discussion at the meeting of the Society.] 


QUESTION: Financial statements of a number of chain stores 
show items in their current assets of “Accounts Receivable.” 
In no circumstances are these items material, in relation to 
the cash and merchandise. In at least one case they repre- 
sent amounts due from officers and employees, tenants, insur- 
ance companies, advances to store managers, etc., and the 
accountant claims that chain stores do not carry accounts re- 
ceivable from customers. Is this point well taken or not? 

The question is based on the accepted accounting principle 
that an item of accounts receivable in a financial statement 
represents trade accounts receivable for merchandise sold to 
independent concerns. 


ANSWER: From Verification of Financial Statements pub- 
lished by the Federal Reserve Board: 

“Accounts receivable from directors, officers and em- 
ployees must not be included with trade accounts in the 
balance sheet. Such accounts must appear as distinct 
items. Deposits as security, guarantees and any other 
extraordinary items must also be stated separately.” 


Discussion: The discussion developed the information that 
chain stores which sell on a cash basis also have accounts re- 
ceivable arising from sales to institutions, and it would not 
be safe to assume that such an item did not consist of trade 
accounts, at least in part,—therefore, even in chain store bal- 
ance sheets, accounts receivable other than trade should be 
properly designated as to their nature. 

Further comment indicated some difference of opinion as 
to whether accounts of officers or employees should be spe- 
cially designated if, in comparison with other items in the 
balance sheet, they were entirely insignificant. The weight 
of opinion appeared to be for the use of some discretion in 
such cases, while fully recognizing the principle of segre- 
gation. 
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Question: (1) Is there a duty upon accountants to differen- 
tiate in their certificates between slow accounts receivable 
and those that are current? We have seen one flagrant in- 
stance of this not being done and several others not of such 
great importance. 


(2) In cases where public accountants know that certain 
receivables will be slow of collection, or will, by agreement, 
be spread over a long period, should not the total of such 
items be segregated and excluded from the current assets? 


(3) What classification should be given to instalment 
payments receivables over a period of beyond a year? We 
notice that many financial statements of retail dealers in 
furniture, radio, clothing, etc., who do an instalment business, 
have payments running far beyond a year, and we have often 
observed that the total amount of outstanding receivables are 
included among quick assets by the accountants. Should this 
particular class of receivables be split and only those due 
within, say, twelve months, be included among quick assets? 


Answer: I would not say so. If a slow account is good and 
receivable within a year, I do not know that it is good prac- 
tice to segregate that on the balance sheet. I am not sure 
that it would be to the interests of the client and the interests 
of the banks. 

If the reserve for bad debts is sufficient, I think a classifi- 
cation of Accounts Receivable on the face of the balance sheet 
for publication might be a mistake. I think if you will review 
the statements that come to you, you will find that as a rule 
there is no classification of Accounts Receivable on the face 
of the balance sheet. I think that clients would object to it 
very strenuously, because if their reserve is sufficient, and if 
the slow accounts are believed to be collectible within a year, 
which is a more or less arbitrary period, is not that informa- 
tion which perhaps a bank should have in its own files, but 
which should not appear in a balance sheet for general pub- 
lication? 

Discussion: The chairman stated that the answer quoted was 
accepted. 

That part of the question having to do with the instalment 
accounts was presented for discussion. It appeared to be gen- 
erally accepted that where sales are made on short term in- 
stalments, such as the sales of radios and other things on 
which the term is perhaps a year and a half, and it is known 
that the receivables are for such sales, that the practice was 
not to make a segregation, involving an analysis of each in- 
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stalment account to determine the portion falling due within 
one year, but to state the whole as one item. 

The opinion was expressed that where longer terms of 
sale were involved, such treatment might present a misleading 
view of the group total of current assets. This might particu- 
larly apply to sales of machinery or other plant equipment 
sold on credit extending over a term of years. If the term 
contracts were to be placed in a current realizable position 
the present worth would be less than the book value by the 
discount thereon to the date of maturity. In cases of such 
long term sales, therefore, the instalments falling due after 
one year were deferred assets and should be stated as such 
which would earmark them for separate valuation. 


Question: A statement of June 30, 1929, was submitted with 
an unqualified certificate. This statement included an item 
of $1,500,000, representing advances to manufacturers sup- 
posedly secured by assigned receivables or merchandise. The 
business went into liquidation, and the statement of May 31, 
1930, indicates that between $800,000 and $900,000 was 
charged off against the advance account just mentioned. The 
excuse of the accountant was that the June, 1929, report was 
a statement of the concern as a going business, whereas the 
May, 1930, represented a liquidating balance sheet. 

Did you get that question? The write-off is $800,000, and 
the accountant said that his origina! statement was as a going 
business and the other was a liquidating statement. 


ANSWER: The discussion on that developed that the accounts 
were known to be pretty bad for a period of some years; but 
what he meant by a going concern was that if the concern 
lasted long enough they would be able to charge it off year 
by year. 


Discussion: There does not seem to be any question involved 
but rather a statement of fact and some discussion of the par- 
ticular circumstance. An interesting point was brought out 
as to liquidation of current assets, namely that a certain vol- 
ume of current assets tied up in accounts and inventories was 
practically as fixed as the company’s invested assets in plants 
except for seasonal variations. There did not appear to be 
anyone present who cared to excuse the accountant referred to 
in the statement made by the bankers. 


Question: Should an item “Subscriptions receivable for cap- 
ital stock” be carried as quick, and are there certain condi- 
tions which might govern an answer in the affirmative or in 
the negative? 
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Answer: I should say that this item should be separately 
shown, the terms and character of the accounts to determine 
whether or not the item is current or non-current and whether 
or not it should be shown below the current assets. 


Question: What are some of the elements by which subscrip- 
tions to stock might be treated as current? I suppose one of 
them might be that the cash had been received after the state- 
ment was taken off and before the accountant had completed 
his examination. Are there any others? 


Answer: I should say that if a large corporation should sell 
stock on a subscription basis, payable over six months, or two 
or three instalments, to its stockholders, that such an amount 
might be carried in the current assets. But I think if a small 
company selling stock to its employees, payable out of wages 
or dividends or some such thing as that, is going to prolong 
the date of payment of the subscriptions over a long period, 
it ought to be dropped below the current. 


ANSWER ConTINUED: Might I add that that would be espe- 
cially so if there were a group of stockholders who had under- 
written the issue to an extent not taken by the other stock- 
holders, and agreed to pay within thirty or sixty days. 


ANSWER CONTINUED: It should have been underwritten by a 
responsible banking house. 


Question ConTINUED: In other words, the real character of 
the account in the judgment of the accountant would de- 
termine where he carried it. 


ANSWER CONTINUED: But it shovld te shown as stock sub- 
scriptions. 


Discussion: The consensus of opinion expressed at the 
meeting appeared to be that if it were definitely ascertained 
that the stock subscriptions were good and collectible and re- 
ceivable within a reasonable time they could be shown as 
current assets but with a designation indicating the character 
of the item. Generally, however, it was placed among other 
assets, below those of a current nature, which would be the 
case particularly if the proceeds from the stock subscriptions 
were to be used for capital investment rather than for working 
capital. 

Question: Why should not accountants in their certificate 
cover in a comprehensive manner the nature and extent of 
inter-company accounts? Simply certifying to the correctness 
of the figures as of a specific date, where inter-company rela- 
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tions exist, may not disclose the true condition which the audi- 
tor knows from his examination to exist at other times, or 
possibly most of the time, between statement dates. There is 
rarely ever any comment whatever on this point in auditors’ 
reports coming to us, and where inter-company accounts are 
present in the statements submitted on open market names 
it requires a lot of digging to develop sufficient information 
to make one thoroughly satisfied. 


ANSWER: I am sorry, but we do not quite understand the 
question. I have been reading it over again. Perhaps the one 
who asked the question is here. 


QuEsTIon ConTINUED: I wanted to know why accountants in 
their certificates should not develop the extent of relations 
with subsidiary companies or inter-allied companies. We have 
run into some trouble on companies that might be perfectly 
clear at statement date. Still in the meantime, there is a good 
deal of money advanced by one company to another. That 
would be known by the accountant, would it not? 


ANSWER ConTINUED: Do you think if one subsidiary were to 
advance an amount to another subsidiary, that should be 
shown on both sides of the consolidated balance sheet? 


Question ConTINUED: No, I think there should be some 
comment in the auditor’s certificate of the extent of the inter- 
company relations. 

ANSWER ConTINUED: I think there is no practice at this time 
with regard to that. I do not remember ever seeing any such 
comment. What do you think the comment should be? 


Question ConTINUED: Well, I think the auditor should say 
that during the course of the year that this company is ac- 
customed to advance very substantial money to the other 
company, something of that sort. 

ANSWER CONTINUED: In a great many companies, you know, 
those transactions are very numerous and very large and 
extend throughout the year. 

QuEsTION CoNTINUED: Usually the statement is dressed up at 
the time they are making a published statement, which is en- 
tirely different from what it is at other times in the year. 

ANSWER ConTINUED: You are putting an awful lot of respon- 
sibility on the accountant, and we just want to know what 
you think it should be, how we should do it if it were prac- 
ticable. It is hard for me to see how we could put that in a 
certificate. The items are not in the balance sheet. If you 
set them up at all, you would have to set them up on both 
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sides of the balance sheet. Therefore, it would have to be in 
a comment or footnote. 


QuESTION CONTINUED: I may have some comment there, if 
during the course of the year or most of the year, the extent 
of the relationship between these two companies means the 
advance of a lot of money from one company to another which 
is dressed up at statement date and does not show that. I 
think some comment in the certificate should be made by the 
auditor that this condition is not what usually prevails dur- 
ing the year. You would not put any figures on the balance 
sheet, but in the certificate of the auditor. 


ANSWER CoNTINUED: But that is not unfavorabie, is it? Does 
it make any difference if one subsidiary loans to another? 


QuEsTION CONTINUED: It may make a great deal of differ- 
ence. 


ANSWER CoNTINUED: It would only be the case if the sub- 
sidiary which had advanced the money to another were bor- 
rowing on its own paper. 


QuEsTION CoNnTINUED: That is what it is they are doing, and 
in the meantime they are advancing a lot of that money they 
borrow from us or other banks, to this probably weaker sub- 
sidiary of which we do not see the individual picture. 


ANSWER CONTINUED: I think the answer, then, is to get state- 
ments more than once a year, and from the subsidiaries at 
the same time, because if at the balance sheet date those things 
are all washed out and do not appear, I do not think that 
the accountant could express that in an intelligible way in 
the certificate, and if it is at other times of the year that this 
is apt to happen, I think it would be very proper for the 
bankers to call for statements more than once a year. 


QuEsTION CoNTINUED: Is not the gist of the question, is it 
incumbent upon an accountant to comment on the fact that a 
statement is window-dressed ? 


QuEsTION CoNTINUED: There is more than that, I think. I 
have been thinking, following the previous speaker’s reason- 
ing, that in any number of audits, we have a range of liabilities 
throughout the year, both bank and trade. Would it be prac- 
ticable to do the same thing as to the relationship between 
subsidiaries throughout the year? How would that cover 
your situation, something along that line, if it is practicable, 
an added sheet, not in the certificate? 
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ANSWER CoNTINUED: Is it not much better for the banks to 
get that direct from the customer? 


_ Question Continue: Of course, that is all right in dealing 
direct with your depositor, but suppose it is an outside picture 
you are looking at, a commercial paper name. 


ANSWER CONTINUED: Our clients as a rule would not favor 
our giving information of that sort. It would be going too 
far afield, because if you are going to take one time of the 
year, you would have to take another time of the year. 


QuEsTION CoNnTINUED: We cannot develop the information 
from the customer because we never come in contact with 
him, and there is a great deal now being borrowed on the 
open market. 


ANSWER CONTINUED: I should think that you should have 
subsidiary balance sheets oftener than once a year, and that 
would disclose the situation. 


Discussion: To sum up, they would like to know what the 
average inventory is throughout the year, and the average lia- 
bilities, the peaks of both and the extent of inter-company re- 
lationships, and anything else of interest that occurred dur- 
ing the year that is not on the balance sheet at the end of the 
year. 

The bankers possibly overlooked that in consolidated state- 
ments inter-company loans drop out, the receivable in one 
company being offset by the liability in the other. To ascer- 
tain loans between companies at the balance sheet dates the 
bankers would need balance sheets of each corporation rather 
than a consolidated balance sheet. 

From the questions it was quite evident that the bankers 
wanted a view of current operations between affiliated cor- 
porations and the accountants’ committee made it clear that 
such information could not be obtained from a balance sheet. 

The borrowings of a subsidiary corporation could not 
bind the parent corporation unless there was a guaranty or 
endorsement. 


Question: In 1928 one of our customers issued First Mort- 
gage Twenty Year Bonds and the cost of underwriting these 
bonds was approximately $300,000. One accounting firm, in 
auditing the company’s books included this underwriting cost 
as a deferred charge on the theory that a portion of this cost 
should be charged off each year. Another accounting firm 
making an audit of this same company’s books less than a 
year later did not include the underwriting cost on the state- 
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ment, the item being charged against surplus. Both of those 
accounting firms have a nation-wide reputation. We would 
like to know how the accounting profession, as a whole, would 
handle the above problem. Mr. -— will answer for the 
accounting profession as a whole. 





ANSWER: Which I am unable to do, Mr. Chairman! I think 
that is a question on which there could be honest differences 
of opinion. Here is what happened—the discount was set 
up as a deferred expense item and amortized over a period of 
years. A certain part of it was charged to expense, and the 
accountant included it in the operating expenses for the year. 

Then, the board of directors decided to charge off the re- 
maining portion of the deferred expense items, charging them 
all off against, we will say, earned surplus. During the fol- 
lowing year, there is no item to put into expenses on account 
of bond discount, and in order to put it in, you would have to 
go back into the past and resurrect the item and then charge 
it off again, and I am not at all sure that a, proper reflection 
in the subsequent years would require first, the restoration 
of the ite1z, and then a second and partial charging off. 

Ii is perfectly true that in subsequent years, the expense 
account is somewhat diminished, but after all, the whole item 
has been charged off against earned surplus, and I do not see 
any great harm there. 








Discussion: There appeared to be agreement in the answer 
given that if the board of directors had authorized the writing 
off of the discount the accountant was justified in showing 
the following year’s expenses without any charge for amorti- 
zation of such item. 


Question: Recently a suit was brought by certain former 
stockholders who sold out to new people the stock and assets 
of a certain corporation in this territory. The sale was on 
terms and the purchaser agreed to maintain current assets of 
a certain ratio. The suit is now pending and the point at 
issue is whether or not this ratio has been maintained; the 
seller contends it has not and the purchaser contends it has. 
Whether it has or has not depends on whether or not the re- 
tained percentage should be considered as a current asset. A 
large reputable nationally known public accountant says “yes,” 
but I had their representative in my office a few days ago 
and took him to task on his position. The concern is a manu- 
facturer of incinerators. Its contracts are with cities. They 
are paid eighty-five per cent for material and labor as the 
work progresses and fifteen per cent is retained. 
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I have seen so many concerns fail to realize their retained 
percentage in the final wind-up of things that there is no doubt 
in my mind but that retained percentage is classed as a de- 
ferred asset because of the elements of uncertainty entering 
into it. Was the accountant wrong in classifying it as a cur- 
rent asset? 

That hinges on an unusual item we see very seldom in a 
financial statement, whether an item of retained percentage is 
properly a current asset. 


Answer: I think that if past experience would indicate that 
the retained percentage would be collected within a year, the 
accountant would be justified in putting the entire amount 
in as a current asset. If they went over four or five years 
there should be a segregation between that part that is rea- 
sonably certain of coming in within a year and that part that 
would be extended. I think that any part of it that past ex- 
perience would indicate would be lost should be deducted in 
the ordinary form of a reserve for bad debts. 


Question: Is there any justification for carrying deferred 
charges such as prepaid interest, insurance, taxes, etc. as 


current? 
OnE ANSWER: No. 


ANOTHER ANSWER: I think it should be said that accounting 
practice is not settled on that point. Let us assume that on 
the thirty-first of December, a three-months’ note has been 
discounted at the bank, and the discount is $5,000. If it were 
discounted on the second day of January, the $5,000 would be 
in bank in cash, and it would be a current asset. If the $5,000 
is a prepaid interest item for three months, it is just as much 
a current asset as the items of cash. 

It is one of the quickest and best current assets on the 
entire balance sheet. The same thing applies to rent. I have 
known large amounts of rent to be paid quarterly in advance 
on the thirty-first of December. If on the thirty-first of De- 
cember you paid an item of $10,000 rent in advance for the 
quarter commencing January Ist, it is just as much a current 
asset on the thirty-first of December as if it were in the 
bank. 


Question CoNnTINUED: An accounting current asset? 


ANSWER CONTINUED: A current asset within the meaning 
that it will be realized by the business within the next ac- 
counting period. 
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QueEsTION CONTINUED: I think there is a difference between 
the item of rent and the matter of prepaid interest, because 
if they are paying $10,000 quarterly in advance in rent, the 
chances are they have a lease and they could never get it re- 
bated. But in the case of your interest, if you paid $5,000 
interest and you come into funds and want to anticipate the 
note, your bank will usually give you a rebate, perhaps at the 
prevailing rate, but there is a difference between those two 
items. 

QuEsTION CoNTINUED: It seems to me the statement made is 
absolutely correct, that purely prepaid items may be classed 
as current, although they are usually so small it does not make 
much difference, but one of the troubles I have noticed is 
that a great many balance sheets fail to distinguish between 
purely prepaid items and other things classed as deferred 
assets. I wish some time we could get those two classifica- 
tions definitely distinguished from each other, and not include 
prepaid under deferred. Then we would know where we were 
headed. 

ANSWER CoNnTINUED: I think there is no doubt but what they 
should be very clearly distinguished, and those deferred items 
which do not come properly under your quick assets should 
be stated separately on the balance sheet, as far down as you 
can get. 

Question: While we are on the item of deferred assets, 
question: 

Is cash surrender value of life insurance a current asset? 
How should the amount of premiums paid over the amount 
of the cash value be handled? Should this item be charged to 
an expense account or set up in a reserve or deferred asset 
account and included in the statement as a fixed asset? The 
public accountant whose procedure I questioned on this item 
agreed that it was not a current asset and agreed to change it 
to a fixed asset on the statement he was submitting to me. It 
was his contention that the item must be handied as an asset 
because the government tax people do not permit its being 
taken out of earnings. 

Collateral with that question is the following: 

In the treatment of life insurance whose cash surrender 
value is shown on a balance sheet, would it not be possible 
in every case for the accountants to indicate whether the 
board of directors has made specific provision for use of the 
proceeds of the insurance to buy out the stockholders’ in- 
terest or for some other purpose, in case of the death of the 
insured ? 
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ANSWER SUMMARIZED: There is a whole page of discussion 
on that one point and I think I can probably boil it down to 
say that the accountants, I think, learned something from the 
questions because several instances were stated where the 
proceeds of life insurance were earmarked. In that case, the 
only use of the proceeds would be other than the payment of 
ordinary creditors. They threw out the suggestion to us that 
when we are setting up insurance premiums paid as an asset 
or the cash value, the surrender value as an asset, perhaps, 
accountants should make some inquiry as to the disposi- 
tion of the proceeds. That idea was just thrown out to us. 


Discussion: The members of the Society who commented on 
the insurance surrender value of life insurance policies ap- 
peared to think it was better to state the item as an invest- 
ment rather than a current asset. If it were not earmarked 
for some particular purpose, such as the purchase of capital 
stock in the case of a stockholder’s death, it might in case of 
necessity prove to be a very good current asset. It should 
not, however, be included without proper designation. 


QuEsTION: Frequently cotton mills, which have purchased 
machinery on contract and given notes therefor, do not include 
in their balance sheets either the asset or liability, item, 
although the machinery has been installed in the mills. The 
existence of such a transaction usually appears as a footnote 
on the balance sheet. In instances where partial payments 
have been made, fixed assets have reflected the amount of 
these payments. When machinery actually has been installed 
in a mill, and notes are due therefor over a deferred period, is 
it not a transaction which should be incorporated on the 
books and reflected in the balance sheet, even though the 
machinery theoretically belongs to the vendor with whom the 
title remains until the notes are paid? 


ANSWER: I should think that the answer would be that the 
total amount of the liabilities should be recorded on the bal- 
ance sheet. 


QUESTION CONTINUED: Has the man who submitted that any 
comment to make? 


QuEsTION CoNTINUED: The only comment is that a great 
many accountants do not seem to have the same view. 


[ANswER: There happened to be an accountant in the audience 
who had prepared balance sheets of cotton mills. He said, 
“Inasmuch as the company has not title to the machinery, 
how can you set it up as an asset?” He was asked: “Is there 
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a charge for depreciation?” To this he replied: “The com- 
pany would be well advised to figure depreciation in the ex- 
pectation that they would complete the payments. I think 
Mr. ————— (banker) will bear me out that the customary 
way of showing that is as a footnote on the balance sheet 
where facts are fully disclosed, but I question whether the 
full asset and full liability should be set up on the face of the 
balance sheet.’’] 

QuEsTION CoNTINUED: Carrying that farther, suppose the cot- 
ton mill defaulted on this contract, would not the vendor have 
a lien against his remaining assets, the same as any other con- 
tract? Then why should it not be shown on the statement on 
both sides? 

ANSWER CONTINUED: I am inclined to think it should be 
shown on the statement on both sides. The fact that title is 
in the vendor is not conclusive. There are some jurisdictions 
in which, when a concern takes a mortgage on its property, 
it has to convey title in its property to the mortgagee, but in 
that case, while title is in the mortgagee technically, the prop- 
erty is still the property of the concern and both the asset and 
liability are shown on the balance sheet. 


QUESTION CONTINUED: It seems to me so, too. I do not see 
that there is any difference when somebody buys an automo- 
bile and he still owes on it and technically that automobile is 
owned by the manufacturer; yet the driver of the car con- 
siders it his car. I think the mill that operates the machinery 
considers it its machinery. I think it certainly belongs in the 
balance sheet. We find a great many cotton mills where ma- 
chinery which has not been paid for is not set up on the bal- 
ance sheet and included as a footnote. I think it is absolutely 
wrong. 

Discussion: In the Society discussion one of the members 
pointed out that the Interstate Commerce Commission had 
ruled on a similar matter. In the case of equipment trusts, 
where the railroad company makes a substantial payment on 
cars and locomotives, the purchase is set up as an asset, and 
liability stated for the remaining unpaid balance. 

Question: Preferred dividends do not become a liability of 
a business until declared. In view of this, when preferred divi- 
dends are in arrears is the accountant under an obligation to 
mention this fact in a footnote? 

ANSWER: From the Federal Reserve bulletin: “In the case of 
companies having cumulative preferred stocks outstanding 
on which dividends have accrued but have not been declared, 
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the facts must be mentioned on the balance sheet. All divi- 
dends declared but not paid at the dates of balance sheet should 
be included in the liabilities.” 


Discussion: One member expressed the opinion that the sur- 
plus should be segregated to show the amount of unpaid cu- 
mulative preferred stock dividends, which contention, how- 
ever, was not upheld by others who participated in the dis- 
cussion. It was pointed out that no liability had been incurred 
and no transaction had taken place, also that the accumulated 
preferred dividends might exceed the surplus, in which case 
an attempt to divide the surplus might prove to be embar- 
rassing. 

An inquiry from the floor as to the attitude of the bankers 
brought the answer that they probably would like to have as 
footnotes all those things which appeared of interest during 
the course of the audit,—which might make many feet of 
footnotes and cover a lot of ground. 


Question: In a case of no par stock, is it permissible to bulk 
into this item capital, surplus and undivided profits? This 
we have often seen done in a statement. 


ANSWER: It is permissible to bulk them, but it is not the best 
practice and should be discouraged wherever possible in the 
preparation of the balance sheet. 


Question ConTINUED: I think the credit men are interested 
in the separation of the surplus. Sometimes the earnings are 
not published and credit men are not only interested in the 
working capital position but also in the earning ability of the 
business. 


Question: A corporation guarantees sinking fund and interest 
for a period of ten years beginning two years after date of 
statement under discussion, on a bond issue of another corpo- 
ration which is partly owned by subject company but whose 
statement is not consolidated with the statement under dis- 
cussion. How should such a guaranty appear on the certi- 
fied balance sheet of the corporation extending the guaranty? 
Is it necessary to note this guaranty at all? 


ANSWER: I am not sure that I know how accountants generally 
would treat that. I should think under the general rule that 
liabilities extending beyond a year need not be mentioned as 
current, that if no payment is to be made under this guaranty 
for two years, it would hardly be necessary to mention the 
guaranty until a payment is to be made within a year. 
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Discussion: The chairman stated there was a lengthy discus- 
sion of that question. A member brought up the point that 
under such a guaranty certain assets might be pledged, and it 
was generally agreed that assets which were not free should be 
so indicated on the balance sheet. 

There was considerable discussion as, to the difficulty 
of taking responsibility for knowing and stating all contingent 
liabilities, especially those which cannot become actual liabili- 
ties within a year. It was the general opinion that it was re- 
garded as good practice to place a footnote on the balance 
sheet with reference to contingent liabilities even though the 
contingency might be two years hence, but that accountants 
could hardly bind themselves to recording on the balance 
sheet every remote contingency many of which in the course 
of their audit might not be ascertainable. 


Question: What circumstances justify an accountant issuing 
a statement in a cover with his name printed on it which con- 
tains no certificate or statement of any kind indicating that he 
has made an audit or has not done so? 


ANSWER: How about the caption? That has so much to do 
with it. We ought to have the specific case. Suppose the cap- 
tion said, “Here is a statement drawn from the books of the 
corporation without audit.” That carries its own story, does it 
not? 

QuEstTion CoNTINUED: No caption, just a plain statement in 
a folder with the name of the accounting firm on the bottom. 


ANSWER CONTINUED: What is the statement labeled? Is it 
headed “Balance Sheet” or “Trial Balance”? 


Question ConTINUED: Balance sheet, giving a specific date. 
ANSWER CONTINUED: With no limitations? 


QuEsTION CoNTINUED: Nothing at all. It left matters so open 
that if the accountant were questioned at any time he would 
be at liberty to give any explanation he saw fit as to what 
the statement might represent. An accountant came forward 
after that explanation appeared in our bulletin and said that 
any statement that appeared that way in his folder was equiv- 
alent to an unqualified certificate. 


ANSWER CONTINUED: That does not represent good practice. 


Question ConTINUED: I agree with you 100 per cent. The 
construction I put on it is that there is no value to such a 
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statement. But the question I would like to ask is why is it 
ever put out that way. 


ANSWER CONTINUED: During the last few years there have 
been many compilations of figures which were not audited, 
particularly in new financing. Bankers secured the balance 
sheets of several corporations. They wanted to know how 
they would look if brought together. An accountant can make 
a consolidated balance sheet, but as far as I know it is always 
headed “Without verification” or “Without audit.” There is 
no reason why accounting work should not be done when it 
is properly differentiated from auditing. 


Discussion: The consensus of those who participated in the 
lengthy discussion on this subject was that the mere inclu- 
sion of financial statements in an accountant’s folder with no 
certificate or comments attached thereto could not reasonably 
be taken as audited statements, but, for the reason that bank- 
ers are apt to give more credence to figures presented in that 
way, even though without any certificate, than if presented 
on the concern’s own paper, it is advisable as the precaution- 
ary measure to state on all such statements that they are 
unaudited or unverified unless they are actually a result of an 
audit. Circumstances often require the preparation of figures 
or statistics for the client’s own use which are acceptable to 
him, and while the accountant is at perfect liberty to prepare 
such figures and bind them into his own folder for conven- 
ience, and no one should read into the report what is not 
written, the accountant is running the risk, nevertheless, of 
having the situation misunderstood if such figures should come 
into the hands of others than his client. Several cases were 
mentioned where an unwarranted impression of audit had 
been received by those handling the statements which had 
been prepared on the accountant’s paper. There, no doubt, 
existed in the minds of those reciting such experiences that 
there was no obligation resting upon them to issue a warning 
against the statements but the results of the experiences in- 
dicated that it would be far safer in such cases to have it 
plainly indicated that the statements had not been verified by 
the accountant. 


Question: Is it sound accounting practice for a concern to 
hold open its books for some time after the close of the fiscal 
year and make adjustments in various items such as cash, pay- 
ables, etc.? 


ANSWER: Years ago a good many concerns did it. I think as 
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auditors came along they educated them, and today it is 
hardly known, and it is very bad practice. 


Question: Where there is a special partnership in a firm, 
should the accountants segregate the amount of the special 
capital from general capital and state as to when the special 
partnership expires? 


AnswER: No notation need be made as to this particular item 
on the balance sheet. 


Discussion: The question involves two separate points: first, 
the segregation of the amount of special capital and, second, 
the expiration date of the special partnership. There was 
some disagreement expressed at the meeting with the answer 
as given by the committee. An opinion expressed on the first 
part of the question, which appeared to be representative, was 
that special partnership capital might better be shown sepa- 
rately from other partnership capital, otherwise the creditors 
might conclude that each member of the firm individually 
could be held for the partnership debts whereas the special 
partner could in fact only be held for the amount of his part- 
nership capital. No pronounced opinion was expressed as to 
whether or not the date of the expiration of the special part- 
nership was required to be shown, it being pointed out that 
partnership agreements were often renewed from year to 
year. It would seem that if the bankers wished to know more 
particularly as to when a partnership expired they might make 
that inquiry. 

Under a previous question it was stated that the accountant 
could not be held to have knowledge of matters occurring sub- 
sequent to the balance sheet date, but that a conscientious 
accountant, if he did have knowledge of anything extraordi- 
nary seriously affecting the financial position, would prob- 
ably take cognizance of it as a matter of equity rather than 
prescribed responsibility. 


Question: My main criticism of co-operation between the ac- 
countants and the banks is simply this: They know that the 
banks do not like their bulky statements to clog up their 
credit files. Why then can they not co-operate with the banks 
by advising their clients to allow them to transcribe the finan- 
cial statement and operating statement on the bank’s form, 
and, if necessary, hand same in to the bank together with one 
of their copies which could be returned to the customer after 
examining same in detail? 

It has been our experience where a leading accounting firm 
makes up a certified statement that it is very difficult for us 
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to have our customer turn in a statement on our form, as, in 
most cases, we believe they feel they are not capable of 
transferring it to our form, and we feel that this is the work 
of the accountant who makes their audit. In a great many 
cases we have had to do this work ourselves and have the 
customer sign the statement. 


ANSWER: If you asked for a vote among the men here, it is 
our impression that you do not want us to prepare statements 
on your forms, that you want to do it yourselves. 

Do you not relieve the customer from legal obligation if 
you have somebody else prepare the statement for him? He 
can put the responsibility on a third party. I should think you 
would rather have him do it himself. 


R. M. A. Cuatrman: How do you members feel about this? 
Are you satisfied to accept the accountants’ statements as they 
come? 


R. M. A. AuDIENCE: “Yes!” 


Question: Of late it has been brought to our attention that 
there is an increasing tendency on the part of some account- 
ants, evidently in an endeavor to better their position with 
their clients, to suggest that they ask for interest on open 
balances. This is often done without the accountants’ knowl- 
edge of the relationship between the bank and the cus- 
tomer in question, the activity of the account, or the results 
of the monthly analysis which the bank makes of the account. 
We have even heard of some accountants going directly to 
the bank officer handling the account and requesting interest 
on their client’s balances. 


R. M. A. CuarrmMaAn: All those who are in favor of the ac- 
countants doing that say “aye.” I did not hear a sound. 
Now, all the accountants who believe they should do that, 
say “aye.” You see, the noes have it everywhere. 


Discussion: The session at the meeting of The Robert Morris 
Associates appears to have concluded on a good humored in- 
timation that if the bankers were not always paying interest 
on balances they hoped the accountants would not give them 
away. A member at the Society meeting expressed himself 
quite forcefully that he believed the accountants’ duty to their 
clients was to see that they receive all income to which they 
are entitled. The chairman of the Society meeting thought 
that even if that were admitted, we might save the bankers’ 
feelings by not telling them about it! 
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